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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: After concessions, the issues for decision,
relating to petitioners’ 2006 joint Federal incone tax return,

are whet her a paynent received pursuant to a settl enent agreenent
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is taxabl e inconme and whet her petitioners are subject to a
section 6662(a)! accuracy-rel ated penalty.
FI NDI NGS OF FACT

In 2004 Julie Marie McGowen worked as a financial analyst
for PacifiCare Health Systens, Inc., and PacifiCare of California
(collectively, PacifiCare). From August to Decenber 2004 Ms.
McGowen was harassed at work by Kevin Bulrice. M. Bulrice
created an intimdating, hostile, and offensive work environnent
and, on one occasion, threw a binder at Ms. MGowen. Ms.
McGowen reported these incidents to her superiors, but her
superiors did not take action to prevent M. Bulrice from
continuing to harass Ms. MGowen. Ms. MGowen s work
condi ti ons becane intol erable and she began to devel op synptons
of enotional distress (e.g., shaking, sweating, anxiety,
sl eepl essness, panic attacks, depression, etc.). On Decenber 19,
2004, Ms. MCGowen elected to take a nedical |eave of absence due
to stress.

During her | eave of absence Ms. McGowen remai ned in contact
with PacifiCare and periodically updated Pacifi Care on the status
of her health. On March 23, 2005, Ms. MGowen requested an

ext ended | eave of absence and i nforned Pacifi Care that she woul d

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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be undergoi ng counseling for her stress-related problens. On
April 19, 2005, PacifiCare notified Ms. MGowen that her
enpl oynent had been term nated effective April 15, 2005.

On Septenber 26, 2005, Ms. McGowen filed a conplaint
agai nst Pacifi Care and several Pacifi Care enpl oyees with the
Superior Court of the State of California, County of O ange
(conmplaint). In the conplaint Ms. MGowen all eged sexua
harassnent, failure to prevent sexual harassnent, disability
discrimnation, failure to prevent discrimnation, intentional
infliction of enotional distress, and other causes of action.
Ms. MGowen al so described how she was m streated and requested
“conpensat ory danages for enotional distress and other econom c
and non-econom c | osses”.

On April 11, 2006, Ms. McCGowen and PacifiCare entered into
a settlenent agreenent and general release of clains (settlenent
agreenent), which provided that PacifiCare, as consideration for
the release of clains set forth in the agreenent, woul d nake
paynents totaling $125,000 to Ms. MGowen and her attorneys. In
particul ar, the settlenent agreenent provided that Pacifi Care
woul d pay Ms. McGowen’ s attorneys $39, 750 “for attorneys fees on
account of * * * [Ms. MGowen' s] statutory clains under
California s Fair Enploynment and Housing Act” and pay Ms.
McGowen $42, 625, “less withholding required by |aw, for |ost

i ncome” (lost incone paynent) and $42,625 “for physical injury
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caused by enotional distress” (enotional distress paynent). On
May 31, 2006, PacifiCare’s attorney sent Ms. MGowen’s attorney
three checks relating to the paynent obligations described in the
settlenment agreenent and a letter stating that the settlenent was
conplete. Subsequently, United HealthCare Services, Inc., which
at the tine of the |ost incone paynent was in the process of
merging wth PacifiCare, issued Ms. McGowen a Form W2, \Wage and
Tax Statenment, and PacifiCare issued Ms. MGowen a Form 1099-

M SC, M scel | aneous I ncone, for the | ost incone paynent and the
enotional distress paynent, respectively.

In 2007 petitioners tinely filed a joint Federal incone tax
return relating to 2006 (2006 return). On petitioners’ 2006
return they reported, anong other things, the $42,625 | ost incone
payment, but did not report the $42,625 enotional distress
paynment. On June 16, 2008, respondent issued petitioners a
notice of deficiency relating to 2006 (year in issue). In the
notice, respondent determ ned that petitioners underreported
their incone, were liable for a $12,618 deficiency, and were
liable for a $2,467 section 6662(a) accuracy-related penalty
relating to 2006. On Septenber 15, 2008, petitioners, while

residing in California, filed a petition with the Court.?

2On Mar. 15, 2010, the Court granted respondent’s notion to
dism ss for |ack of prosecution as to petitioner’s husband, John
M chael McGowen. The decision we enter with respect to
petitioner John Mchael McGowen will be consistent wth the
decision we enter with respect to petitioner Julie Marie MGowen.
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OPI NI ON
Section 104(a)(2) provides that gross incone does not
i nclude the “anmount of any damages (ot her than punitive danages)
recei ved (whether by suit or agreenent and whether as |unp suns
or as periodic paynents) on account of personal physical injuries

or physical sickness”. See also sec. 61(a); Comm ssioner V.

Schleier, 515 U S. 323, 328 (1995) (stating that section 61(a) is
broad in scope and excl usions fromgross i ncone nmust be narrowy
construed). Thus, a taxpayer may exclude damages from gross

i ncome when the taxpayer establishes that (1) the underlying
cause of action giving rise to the danmages is based upon tort or
tort-type rights and (2) the damages were recei ved on account of
personal physical injury or physical sickness. See sec.

104(a)(2); Conm ssioner v. Schleier, supra at 337 (citing United

States v. Burke, 504 U.S. 229, 234 (1992)); sec. 1.104-1(c),

| ncone Tax Regs.® Section 104(a)(2) further provides that
enotional distress shall not be treated as a physical injury or

physi cal sickness, except to the extent that damages attri butable

SPursuant to sec. 7491(a), Ms. MGowen has the burden of
proof with respect to the factual issue affecting her liability
for tax unless she introduces credible evidence and satisfies
other requirenments that would shift the burden relating to that
i ssue to respondent. See Rule 142(a). Qur concl usions, however,
are based on a preponderance of the evidence, and thus the
all ocation of the burden of proof is immterial. See Estate of
Bongard v. Conm ssioner, 124 T.C 95, 111 (2005).
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to the enotional distress were used to pay for nedical care, as
described in section 213(d)(1)(A) or (B)

Ms. McGowen contends that the enotional distress paynent
constitutes damages recei ved on account of physical injuries and
i s excludabl e pursuant to section 104(a)(2). W disagree. There
is no evidence that the binder physically injured Ms. MGowen or
that Ms. McGowen suffered other than the synptons of enotiona
di stress. Moreover, pursuant to the settlenent agreenment, Ms.
McGowen recei ved damages on account of her enotional distress and
not as a result of “a physical injury or physical sickness” as

defined in section 104(a).* See United States v. Burke, supra at

237 (stating that where damages are received pursuant to a
settl ement agreenent, the nature of the claimthat was the actual
basis for settlenent controls whether those danages are

excl udabl e pursuant to section 104(a)(2)); Seay v. Conm Ssioner,

58 T.C. 32, 37 (1972). Accordingly, the $42,625 enoti onal
di stress paynent to Ms. McGowen is not excludable pursuant to

section 104(a)(2).

“The legislative history shows that “It is intended that the
termenotional distress includes synptons (e.g., insomia,
headaches, stomach disorders) which may result from such
enotional distress.” H Conf. Rept. 104-737, at 301 n.56 (1996),
1996-3 C.B. 741, 1041. Therefore, to be excludable from gross
i ncone pursuant to sec. 104(a)(2), a settlenent award nust be
paid to a taxpayer on account of physical injury or physical
si ckness, which does not include enotional distress or synptons
t her eof .
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Respondent further determ ned that Ms. McGowen is |iable
for a section 6662(a) accuracy-related penalty relating to the
year in issue. Section 6662(a) inposes a 20-percent penalty on
t he anobunt of any underpaynent of tax attributable to negligence
or a substantial understatenent of incone tax. See sec.
6662(b) (1) and (2). Respondent bears, and has net, the burden of
production relating to this penalty. See sec. 7491(c); Higbee v.
Comm ssioner, 116 T.C 438, 446 (2001). Section 6664(c)(1),

however, provides that no penalty shall be inposed if a taxpayer
denonstrates that there was reasonabl e cause for the underpaynent
and that the taxpayer acted in good faith. See also sec.

7491(c); Higbee v. Conmm ssioner, supra at 446. Ms. MGowen, who

| acked knowl edge and experience in tax |aw, reasonably believed
that a portion of her settlenent paynent was not taxable and in
good faith did not report that portion of the settlenent paynent
on her 2006 return. See sec. 6664(c); sec. 1.6664-4(b)(1),
| ncone Tax Regs. Accordingly, Ms. MGowen is not liable for the
section 6662(a) accuracy-related penalty.

Contentions not addressed are noot, irrelevant, or w thout
merit.

To reflect the foregoing,

Deci sion will be entered

for respondent.




